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CHAPTER I 



INTRODUCTION 

Statement of the Research Question 
The issue to be investigated in this paper involves the 
responsibility center concept and the objectives of financial performance 
measurement and evaluation. It is speculated that the value of the 
responsibility center approach to performance evaluation is limited 
because of practical difficulties in application. For this reason, the 
responsibility center approach is frequently inappropriate or inadequate 
for evaluation of internal organizational performance. It is the objective 
of this study to answer the question: Does the responsibility center 

concept meet the objectives of financial performance measurement and 
evaluation ? 



Scope of the Study 

Financial performance measurement and evaluation techniques 
appear to be based upon the perceived need for corrective and preventative 
controls to attain organizational objectives. In response to the issue 
concerning the value of performance evaluation, Anthony states: 

There seem to be two valid answers to this question. First, 
if a person knows in advance that his performance is going to be 
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judged, he tends to act differently from the way he will if he believes 
no one is going to check up on him. (Anyone who has received 
grades in school should appreciate the importance of this point. ) 

The second reason why the appraisal of performance is valuable 
is that even though it is literally impossible to change an event that 
has already happened, an analysis of how well a person has performed 
in the past may indicate, both to the person and his supervisor, ways 
of obtaining better performance in the future. Corrective action 
taken by the person himself is of prime importance; the system 
should "help the man help himself. ,! Action by the superior is also 
necessary. Such action may range in severity from giving criticism 
or praise or suggesting specific means of improving future 
performance, to the extremes of either firing or promoting the 
person. ^ 

Within the broad area identified in the above statement, budgeting 
and accounting are viewed as being facilitative of performance evaluation 
in financial terms. This paper is concerned with the objectives of the 
budgeting and accounting aspects of performance measurement and 
evaluation. For purposes of discussion, these are referred to as 
performance accounting objectives. 

The responsibility center concept has developed within the field 
of managerial accounting as a technique for realizing the objectives of 
performance accounting. This concept and the associated principles, 
methods, and practices involved with it, constitute the central issue of 
this paper. 



Purpose and Utility of the Study 
Through the process of collecting together a number of 
viewpoints, this paper will identify the issues involved in the 



•'■Robert N. Anthony, Management Accounting Text and Ca s es 
(4th ed. ; Homewood, Illinois: Richard D. Irwin, Inc., 1970), p. 522. 
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research question. It is expected that conflicts among authorities will 
be revealed and that areas where present knowledge is unsubstantiated or 
incomplete will be identified. 

Research and Analysis Methods Used 
Information used in the paper was obtained through search of 
literature pertaining to the research area. Various authorities in a 
number of related areas have been cited in cases where considered 
appropriate. 

Facts and opinions bearing on the research question will be 
evaluated and interpreted to develop a conclusion that is responsive to 
the question. Deductive and inductive reasoning will be applied to the 
theories and cases cited. 



Organization of the Study 

The objective of this paper is to investigate the effectiveness of 
managerial accounting techniques, as manifested in the responsibility 
center concept, in meeting the objectives of financial performance and 
evaluation. Accounting measurements are financial in nature, yet 
performance evaluation is concerned with non-financial as well as 
financial factors. 

In order to determine the contribution of the responsibility 
center concept, the first issue to be investigated will be that of the 
objectives of financial measurement and evaluation. This will involve 
a preliminary review of the concept of measurement, followed by an 
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investigation of the purposes of budgeting and accounting with respect 
to performance measurement and evaluation. 

The second underlying question to be answered concerns the 
responsibility center concept. In this regard, the concept will be defined 
and associated principles and problems identified in the literature on this 
subject will be investigated. More specifically, a variety of proposed 
applications and limitations of the responsibility center concept will be 
reviewed. 

Following these two preliminary considerations, the objectives 
of financial performance evaluation will be subjected to research to 
determine the specific issues involved. Where appropriate, the issues 
identified will be related to the responsibility center concepts and 
principles. 

Conclusions concerning the value of the responsibility center 
concept as a technique for performance evaluation will be drawn from 
the results of the examinations described in the foregoing paragraphs. 



CHAPTER II 



OBJECTIVES OF FINANCIAL PERFORMANCE MEASUREMENT 

AND EVALUATION 

Introduction 

The search for efficiency, effectiveness and economy in 
organizations is pervasive. These qualities are typically the objective 
of performance measurement and evaluation. Efficiency is generally 
thought of as a ratio showing competency of performance with respect to 
input and output. Effectiveness implies a concentration on output and 
on the capability to produce a desired result. Economy, on the other 

hand, is characterized by frugality of inputs. Each of these terms, and 

all of them collectively, constitute the broad objective of performance 
measurement and evaluation. Because of the close relationship of these 
terms, and the difficulty in distinguishing the various shades of meaning 
involved, their collective nature will be considered as the generalized 
quality with which performance measurement and evaluation are 
concerned. 

This generalized objective defies measurement and evaluation. 
For this reason, systematic procedures are required to simplify these 
qualities into elements that are subject to measurement. The concept 
and nature of measurement and the difficulties associated with 
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measurement require investigation before proceeding to the more specific 
objectives of budgeting and accounting in performance measurement and 
evaluation. 



The Nature of Measurement 
Measurement pertains to ascertainment of extent or of 
dimensions of that which is being measured. Comparison with a standard 
is associated with the concept of measurement. Baumol, in a general 
discussion of the term measurement, indicates that n a measure, in its 
most general sense, is simply a device which is designed to convey 
information about the phenomena to which it refers. In expanding the 
concept, he indicates that the information is typically numerical and 
therefore a ’'linguistic convention” is required to indicate the meaning 
of the measure. 

The frequently-used example of measuring temperature is 
illustrative of the concept. The terms cold and hot are relative and 
imprecise. The context in which these terms are used is important to 
understanding. It should be recognized that the terms describe a quality. 
The term ”70 degrees Fahrenheit” along with the context in which it is 
used, gives a more precise meaning to the measurement of temperature. 

In this case a quantity is used as a measurement of quantity. Baumol 

^William J. Baumol, Economic The ory and Operations Analysis 
(2d ed. ; Englewood Cliffs, New Jersey: Prentice -Hall, Inc., 1965), p. 513. 

2 Ibid. 



^Ibid. , pp. 513-514. 
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expands the concept of measurement by the use of three classifications 

that have varying power to convey information. The first and weakest 
I 

index type is associative. This is illustrated by the example in which 
faces in ^ photograph are identified by a number shown for each person 
in the photograph and a corresponding separate listing of numbers and 
names. A second classification uses ranking or ordering on a scale. 

This measurement, typified by a hardness index, carries associative 
information; but it does more. A more rigidly specified linguistic 
convention is therefore required. The ordinal utility measure fits into 
this classification. Cardinal measures, the third category, convey more 
than either of the former. These measures permit prediction; they are 
additive. The predictive feature is illustrated by the example in which 
the number of boards four feet long that can be cut from a board twenty- 
four feet long can be predicted. It is noted that this measurement can 
also be applied to the ranking and to the ordering categories. 

The foregoing are meant to be illustrative of conceptual 
difficulties associated with the term "measurement. " As pointed out by 
Paul Kircher of the University of California at Los Angeles: 

Measurement has always been an important factor in providing 
information to serve as the basis for solving business problems. 

But as management has become more interested in using scientific 
tools to aid in making decisions, it has become increasingly evident 
that present methods of measurement in the business field frequently 
are inadequate. ^ 

Ipaul Kircher, "Fundamentals of Measurement," in Management 
Systems , ed. by Peter Schoderbek (New York: John Wiley & Sons, Inc. , 

1967 ), p. 361 . 
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Kircher indicates that while much of the indefinability of business logic 
will continue, ''nevertheless there are many relationships which can be 
measured in business. Much of the problem of measurement in 
business is associated with difficulties m defining objectives. The issue 
to be resolved concerns development of objectives that are "susceptible 

p 

of some sort of quantification. " 

A tentative rationale for measuring proposed by C. West 
Churchman is that "the function of measurement is to develop a method 
for generating a class of information that will be useful in a wide variety 
of problems and situations. In this context, Churchman sees 
measurement as a decision process because of the alternative ways in 
which data can be assigned to categories and the ways that numbers are 
assigned. 

Churchman^ proposes that a measurement scheme should be 
considered with respect to language, specification, standardization, and 
accuracy and control. The objectives of the language of measurement 
include: communication to a number of potential users; facilitation of 

utilization of the information. The conflict in these language goals is 
recognized. A decision is required to balance commonality and 

hbid. 

2 Ibid. 

2 C. West Churchman, "Why Measure?" in Measurement 
Def initions and Theories , ed. by C. West Churchman and Philburn 
Ratoosh (New York: John Wiley & Sons, Inc. , 1959), p. 84. 

4 Ibid. , p. 85. 
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complexity; breadth and depth. Increased preciseness limits the 
number of users of information. The specification issue applies to the 
scope of application with respect to time, place, and items. The degree 
of generality is the conflict in this case. The decision is to determine 
what objects in what environment apply. To be useful for comparisons, 
measurement standards are needed. The standardization decision 
requires a balance between the need for a method of minimizing 
adjustment required because of differences in time, place, people, etc. , 
and the need to differentiate. The issue is concerned with procedure 
versus precision. The procedural aspect of standardization is illustrated 
by the practice of using a deflation index to facilitate comparisons of 
Gross National Product over time. The construction of suitable 
standards is obviously complex and difficult. 

The term accuracy in itself involves a measurement. Accuracy 
is concerned with the extent to which a measurement deviates from the 
n truth. n The long-term aspect of accuracy is control. This means that 
measurements require periodic verification of their legitimacy. 

These areas of consideration provide a framework for thinking 
about measurement activities. A different way of looking at the structure 
of the measurement process as it applies to management is to divide the 
process into important elements to permit improved clarity of relation- 
ships. Elements of the process identified by Paul Kircher include: 

1. Determination of the objective of the business entity, the 
purpose which is to be served in a particular situation. 

2. Determination of the types of factors which might serve 
to attain the objective. 
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3. Selection of the key aspects of the factors, the aspects 
which are to be measured. 

4. Choice of (a) a measuring method, (b) a measuring unit. 

5. Application of the measuring unit to the object to be 
measured- - the central action of measurement. 

6. Analysis of the measurement- - relating it to other 
measurements (other in time or in kind). 

7. Evaluating the effectiveness of the measurement by 
determining the extent to which it assisted in the attainment of the 
objective. 

R. W. Shephard expresses concern with n the preoccupation . . . 

with methods . . . for manipulating measurements, and, ... by the 

small amount of attention that appears to be given to the problems of 

2 

making these measurements. n Although his concern is specifically 
identified with operational research, it appears to be pertinent to the 
general area of measurement. 

Shephard examines measurement in the physical sciences as a 
starting place to achieve understanding of what is involved. He defines 
measurement "as the assignment of numerals to events or objects 
according to rules, and the distinction between various types of scales-- 
nominal, ordinal, interval, and ratio- -is essentially on the basis of the 
mathematical transformations that leave the scale form invariant. In 
addition to the classification by type of scale, Shephard points out that 
"measurements may also be classified according to whether they are 



■^Kircher, ’’Fundamentals of Measurement, ” p. 362. 

^R. W. Shephard, "An Appraisal of Some of the Problems of 
Measurement in Operational Research, " in Management Systems, ed. by 
Peter Schoderbek (New York: John Wiley &: Sons, Inc. , 1967), p. 373. 

3 Ibid. , p. 374. 
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basic (lb. , ft. , etc. ) or derived (lb. / ft. 3, ft, /sec. ), or by methods 
used to take them. ''These methods are either direct, as when an 
unknown length is measured by placing a foot rule alongside, or indirect, 
as when temperature, for instance, is measured in terms of a column of 
mercury. 

He indicates that "indirect measurement will remain of extreme 

importance even if the connecting relationships are not known; the 

possibilities of measuring goodwill in terms of orders lost, or morale 

in terms of productivity are encouraging even though the causal 

3 

connections are elusive. " Shephard also points out the problems of 
measurement upon inclusion of the human variable. A single scale of 
values fails to represent subjective magnitudes such as utility. The 
typical approach to this aspect of measurement appears to be to attempt 
development of a scale representative of a population norm against which 
deviations can be measured. 

Methods of measuring utility and risk have been proposed, but 
at the current stage of development, these are somewhat crude. 

Practical applications appear to be minimal. As pointed out by Baumol^, 
the von Neumann-Morgens tern Utility Index is among the most recent 

X Ibid. 

2 Ibid. 

3 Ibid. , p. 375. 

^Baumol, Economic Theory and Operations Analysis , p. 459, 
and pp. 512 ~28. 
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developments; however, actual practical employment of the concept is 
apparently rare. Vincent R. LoCascio, ^ of Peat, Marwick, Mitchell & 
Co. , has proposed an approach for development of a utility function to 
portray management's attitudes which is based on an ordered ranking of 
one hundred or more graphically represented distributions, from which 
it is claimed that a quantitative representation can be developed. 

Although this approach may be of theoretical importance, it appears to 
be somewhat rough and subject to misrepresentations. 

Stafford Beer indicates that measurement depends upon a chain 

of comparisons linking the item measured to a standard which "must in 

turn be hedged with many qualifications about how it is to be measured, 

2 

to what accuracy, and in what conditions. " He illustrates the 
difficulty encountered in measurement by an example in which six similar, 
but not identical, machines have been subjected to an alleged improvement 
at the end of period six in Table 1. The objective is to determine whether 
or not the change was an improvement. Two measurement approaches 
were used to make the determination. It is noted that there are twenty- 
six productive and ten unproductive periods both before and after the 
change in Table 1. 

^Vincent R. LoCascio, "The Cost of Capital in an Uncertain 
Universe, " Financial Executive , October, 1970, pp. 70-78. 

Stafford Beer, Decision and Control: The Meaning of 

Operational Research and Management Cybernetics (London: John 

Wiley &; Sons, 1966), p. 11. 
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TABLE 1 

NUMBER OF ITEMS PRODUCED PER PERIOD ON SIX MACHINES* 



Machines 


Periods 


i 


2 


3 


4 


5 


6 


7 


8 


9 


10 


11 


12 


A 


572 


5 70 


568 


nil 


574 


570 


572 


nil 


570 


572 


nil 


572 


B 


550 


548 


nil 


552 


nil 


nil 


550 


554 


554 


nil 


552 


550 


C 


606 


698 


600 


612 


nil 


609 


610 


615 


nil 


nil 


612 


nil 


D 


nil 


588 


586 


588 


586 


590 


nil 


nil 


588 


592 


nil 


590 


E 


543 


nil 


nil 


nil 


535 


550 


560 


565 


558 


545 


550 


548 


F 


548 


546 


545 


540 


nil 


542 


544 


542 


546 


548 


nil 


548 



Beer, 



Decision and Control, 



p. 71. 



Table Z shows the result of one method of measuring the effect of the 
change. 





TABLE 2 




MACHINE OUTPUT COMPARISON (1)* 




Measurement 


Before 


After 


Total Output 


14, 816 


14, 707 


A verage 


569.8 


565. 7 



‘ Adapted from table in Beer, Decision and Control, p. 1Z. 

This measurement shows that the change was not an improvement. 
A second measurement approach, the results of which are shown 



in Table 3, yields a different conclusion. 
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TABLE 13 

MACHINE OUTPUT COMPARISON (2)* 



Machine 


Average 
Before Change 


Average 
After Change 


A 


570. 8 


57 1. 5 


B 


550. 0 


552. 0 


C 


605. 0 


6 12. 3 


D 


587. 6 


590. 0 


E 


542.7 


554. 3 


F 


544. 2 


545. 6 



‘'Adapted from table in Beer, Decision and Control , p. 12. 

Using this approach to measurement, production after the change is 
shown to be higher for every machine. The issue to be decided is which 
of the methods is relevant- -the one that takes machine differences into 
account or the aggregate. It might also be shown that neither is relevant; 
that the before and after outputs can be attributed to chance. 

An additional simple example that illustrates problems inherent 
in measurement is shown in Table 4. The determination as to which 
of the proposals is better requires consideration of factors other than 



those measured. 
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TABLE 4 



ALTERNATIVE MEASUREMENT SCHEMES 





Project A 


Project B 


Revenue 


$1, 000 


$2, 000 


Costs 


- 500 


500 


Result No. 1 


$ 500 


$ 800 


Result No. 2 


50% 


40% 



The objective of this section has been to examine the nature of 
measurement so as to be aware of some of the factors that must be 
considered in a measurement scheme. To generalize, measurement 
involves quantification; development of surrogates with which to 
characterize qualitative elements. Quantitative measures are 
advantageous in that they are explicit. By using quantification, 
comparisons and conceptualization are facilitated. Quantification 
involves the dangers of ritualization, distortion, and incompleteness 
with respect to showing the whole element or phenomenon being measured. 
The preceding investigation of the nature of measurement and the 
difficulties expected to be encountered in measurement systems provides 
a frame of reference for the following section which is concerned with 
the objectives of performance accounting systems. 
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Performance Budg eting and Accounting Objectives 

In order to relieve some of the complexities of managing large 
organizations, a need exists for systems that will permit decentralized 
decision-making and at the same time facilitate overall centralized 
control. This includes the need for concepts of management self- 
appraisal at lower levels and for top management evaluation of the 
performance of organizational units, output categories and individual 
managers. In business organizations, profit measurement and analysis 
is generally accepted as an overall index of output efficiency. Among 
the important considerations required in using such an index are goal 
congruity between the individual and the organization as well as balance 
between short-run results and the long-term effects of operations. 

Performance evaluation is concerned with organizational units 
and output. Performance measurement in financial terms is a function 
of cost and management accounting within the broader area of planning, 
budgeting, and controlling. It involves classification of costs and 
revenues into categories useful for analysis. Performance measurement 
and evaluation, viewed as elements of organizational control, are put 
into perspective by Rodney E. Schneck in a summary of the process of 
control: 

1. A desired value or purpose is needed as a standard of 
acceptable performance. 

2. The collection of data, about actual performance or 
behavior. (This is a problem of measurement and information 
feedback. ) 

3. Comparison and evaluation of this actual performance 
against desired standard or criteria are needed. 
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4. The undertaking of corrective action if actual performance 
is unsatisfactory, 

5. Where necessary, changing the desired standard or value 
of acceptable performance.^- 

Schneck also elaborates on the role of organizational goals, pointing out 
that goals serve three functions. 

First, they provide a desired future state which in turn orders 
and directs organizational activities and provides criteria for 
decision-making. Second, goals serve as standards by which 
management and all interested parties can measure effectiveness 
and efficiency of the firm's past performance. Third, goals 
provide an important source of legitimacy for the firm in the 
larger social system. ^ 

He also explains the complex and continuing process whereby the broad, 
ambiguous, abstract and ultimate goals of organizations (survival and 
maintenance of existence) are broken down into concrete and operational 
goals through factorization, giving consideration to internal and 
environmental interactions, influences and constraints. Goal displace- 
ment, manifested in the case where operating goals may be "primarily 
concerned with preserving the existing organizational structure and 
maintaining managerial power rather than efficiently accomplishing the 
stated purpose of the firm, or "when strict adherence to rules, 
procedures, and regulations become an end in itself, is seen as a 



iRodney E. Schneck, "The Mana gement of Large Corporations, " 
in Topics in Managerial Accounting, ed. by L. S. Rosen (Toronto: 
McGraw-Hill Company of Canada Limited, 1970), p. 33. 

^Ibid. , p. 24. 

3 lbid. , p. 27. 



4 Ibid. 
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hindrance to efficient organizational performance and should be 
recognized in performance measurement and evaluation systems. 
Recognition of the problems of "priorities, suboptimizations, 
inconsistencies, and internal conflict"'^ inherent in goal multiplicity is 
also of importance to performance accounting systems. 

In a broad sense, budgeting is viewed as a means by which 
performance and goals are related. Through classification, analysis, 
quantification, integration, and evaluation, improved performance is 
thought to be realized. A sampling of various viewpoints (summarized) 
with respect to the functions of budgets serves to illustrate the perceived 
relationship to performance evaluation. 

p 

Sord and Welsch attribute the following functions to budgets: 

(1) forecasting conditions, (2) planning to implement goals, (3) estimating 
future financial position, (4) controlling expenditures, and (5) appraising 
performance. In this view budgets serve to integrate financial planning 
by establishing and formalizing profit objectives. 

The view put forth by Herman C. Heiser^ identifies budget 
functions which include, inter alia, quantitative measuring and reporting 
of performance to permit analysis of deviation and translation to terms 

^ Ibid. , p . 26 

^Burnard H. Sord and Glenn A. Welsch, Business Budgeting: 

A Survey of Management Accounting and Control Pract ices (New York: 
Controller ship Foundation, Inc. , 1958). 

3 H e rman C. Heiser, Budgeting Principles and Practice (New York 
The Ronald Press Company, 1959). 
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of profit and loss. Reiser points out that the budget is a financial 
representation of non-monetary things. 

Charles T. Horngren^ explains the usefulness of budgets by the 
categories of (1) formalization, whereby forced explicitness requires 
planning and preparation for change, (2) performance judgment, of 
activity and personnel, and (3) integration, through coordination and 
communication. 

In. an approach to budgeting as a plan to guide operations and to 

2 

serve as one aspect of performance evaluation, Shillinglaw indicates 
that much of the value of budgeting is related to the preparation process, 
and through self-examination, forced quantification, anticipation of 
situational results, and participation, objectivity is stimulated, 
profitability and interorganizational consistency are examined, and 
commitment to objectives is realized. 

The budget as envisioned by Anthony 

is useful: (1) as a device for making and coordinating plans, (2) for 

communicating these plans to those who are responsible for carrying 
them out, (3) in motivating managers at all levels, and (4) as a 
standard with which actual performance subsequently can be 
compared. ^ 

With respect to performance evaluation and appraisal, it is 



■^Charles T. Horngren, Accounting for Management Control: An 
Introducti on (2d ed. ; Englewood Cliffs, New Jersey: Prentice -Hall, Inc. , 

1970), -pp.~T88-89. 

^Gordon Shillinglaw, Cost Accounting Analysis and Control 
(rev. ed. ; Homewood, Illinois: Richard D. Irwin, Inc., 1967), p. 14. 

Q 

-’Robert N. Anthony, Management Accounting, p. 505. 
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important to understand the multiplicity of uses of budgets and the 

inherent dangers of oversimplification of complex processes and of 

accepting surrogates as goals. The intended use of budgets should be 

considered along with the individuals concerned and the specific 

situation. The following view of Peter F. Drucker with respect to 

controls can be applied to the needed awareness of the role of budgeting 

in performance measurement and evaluation: 

It is, therefore, important today when our capacity to design and to 
manipulate controls is increasing so fast, to think through what 
controls in a social situation and in a particular business enterprise 
have to be and have to do, and also what they cannot be and must 
not attempt to do. ^ 

A strict distinction of the separate roles of budgeting and accounting 
with respect to performance measurement and evaluation is not feasible. 
It appears worthwhile, however, to attempt to narrow the field of 
consideration. For this reason, the following discussion emphasizes 
the role of accounting as it relates to performance measurement and 
evaluation. 

Charles T. Horngren views an effective accounting system as 
providing information for external reporting, internal reporting for 
planning and control, and for making special decisions. Internal 



■''Peter F. Drucker, ''Controls, Control and Management, " in 
Management Controls: New Directions in Basic Research, ed. by 

Charles P. Bonini, Robert K. Jaedicke, and Harvey M. Wagner 
(New York: McGraw-Hill Book Company, 1964), p. 288. 

p 

^Charles T. Horngren, "Choosing Accounting Practices for 
Reporting to Management, " in Contemporary Issues in Cost Accounti ng, 
ed. by Hector R. Anton and Peter A. Firmin (Boston: Houghton 

Mifflin Company, 1966), pp. 3-20. 
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reporting and special decision analyses are the domain of management 

accounting. Its objective is management improvement and improved 

effectiveness and efficiency. As pointed out by Horngren, "The job of 

serving both internal and external demands can be an imposing one. 

Citing H. A. Simon, he differentiates the three functions of "score 

keeping, " "attention directing, " and "problem solving" and indicates that 

2 

each should be performed by distinct and separate accountants. The 

Simon study cited by Horngren was based on the question: "How should 

a company's accounting department be organized in order that the data 

it assembles will be of the greatest usefulness to the operating executives 

of the business in making decisions and solving problems?"^ The pattern 

of accounting organization proposed by Simon includes examples in which 

at the factory department level one or more accounting analysts, 
thoroughly conversant with operations, who can help department 
heads interpret and trace costs through the monthly and other 
periodic cost statements exist . At higher levels, on the other 
hand, it was suggested that there might be needed a small number 
of strategically placed groups of analysts largely occupied with 
special studies rather than periodic reports - -analyzing the cost 
and savings associated with possible changes in operating methods 
and equipment. ^ 

For purposes of analyzing the functional relationships of performance 
accounting and the organization, the foregoing appears to be indicative 



•* Tbid. , p . 4 . 

^ Ibid. , p. 5, citing Administrative Be havior , (2d ed. ), p. 20. 

3 H. A. Sirnon, Administrative Behavior (2d ed. ; New York: 
The Macmillan Company, 1957), p. xix. 

^Ibid. , p. xx. 
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of the requirement to ensure that systems should give consideration to 
careful analysis of the needs of individuals and the organization as a 
whole. 

K. M. S. Wilson^ indicates that what is needed in management 

accounting are measures to ascertain goal and sub-goal consistency, 

sub-goal to sub-goal consistency, and sub-goal to actual performance 

consistency. He calls this the need to search for relationships in cost 

behavior. Wilson states that the 

transition from conventional to control accounting, via cost and 
management accounting as evolutionary phases, shifts the emphasis 
from rules to hypotheses. . . . Accountants must learn to think in 
terms of empirical hypotheses rather than legalistic rules. 

This approach emphasizes output rather than processes. 

Under the subhead of ’’Guides to Selection of Management 
Accounting Practices, Horngren emphasizes that the system should 
yield relevant, valid and pertinent, rather than accurate and precise 
information. He also states that the principle tasks of management 
accounting include directing attention, providing clues, raising pertinent 
questions, and inducing desired behavior. Horngren also gives 
importance to the principle that standards operate as a norm only to the 
extent that they are accepted by those responsible as a fair measure of 

!r. M. S. Wil son, n Per spec ti ves in Accounting for Control. n 
Ma na gement Accounting Journal of the Institute of Cost and Works 
Accountants^, Vol. 48, No. 8, (August, 1970), pp. 285-94. 

^ Ibid. , p. 294. 

^Horngren, ’’Choosing Accounting Practices, ” p. 6. 
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performance, and to the extent that the items used for measurement are 
controllable. 1 This concept, in which participation is seen to be an 
important element of performance accounting, appears to be widely 
accepted, yet it is subject to controversy. The participative concept is 
typified by McGregor 6 as the approach in which the supervisor enters 
the budget process after the subordinate has set his own performance 
goal. As a consequence of experimental research, Andrew Stedry 
questions M the universal validity of this recommendation, for under the 
experimental situation if 'management 1 decides on a 'high' (performance) 
budget, its use of MacGregor's £sic] participation plan coincides with 
the worst possible result. On the other hand, it would probably help 
performance in a 'low' budget situation. 1,0 Stedry's experiment was 
concerned with the effect of different aspiration levels on performance 
and goals. Becker and Green^ challenge Stedry's conclusion on the 
basis of the method used to measure aspiration level, and attribute 
success to participative methods through a chain of reasoning involving 
the effect of group cohesiveness on production. The controversy 

•*Tbid. , p. 11. 

^Douglas McGregor, "An Uneasy Look at Performance Appraisal, " 
Harvard Business Review, (May- June, 1957), pp. 89-94. 

^Andrew C. Stedry, Budget Control an d Cost Behavior (Englewood 
Cliffs, New Jersey: Prentice-Hall, Inc., I960), p. 91. 

^Selwyn Becker and David Green, Jr. , "Budgeting and Employee 
Behavior," Journal of Business , Vol. 35, No. 4 (October, 1962), 
pp. 392-402” 
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continues. ^ It appears that performance accounting (measurement and 
evaluation) does have performance motivation among its objectives, yet 
the operatives in this area remain subject to further research. As 
Birnberg and Nath point out, fl the Becker-Green hypothesis was based 
upon various laboratory and field studies. It has not yet been tested in 
the managerial accounting context. uc * A similar comment could be 
made with respect to Stedry’s conclusion. His experiment was a 
laboratory study involving sums under ten dollars, therefore raising the 
issue of non- transfer rability to larger sums because of utility disparities. 

In a discussion of a system using standards and variances, 

Myron L. Gordon indicates that for a system of accurate performance 
measurement n a set of procedures for classifying the transactions of the 
firm must be specified and incorporated in the system which eliminates 
from the supervisor’s variance account the variances due to factors 
beyond his control. " He concludes, however, that a system of 
standards and variances is an aid to judgment which can be used with 



lSee Andrew C. Stedry, n Budgeting and Employee Behavior: 

A Reply, n and Selwyn W. Becker and David Green, Jr. , "Budgeting and 
Employee Behavior: A Rejoinder to a Reply, " Journal of Business , 

Vol. 37, No. 2, (April, 1964), pp. 195-202 and 203-05. 

^Jacob G. Birnberg and Raghu Nath, "Implications of Behavioral 
Science for Managerial Accounting, " in Accounting and Its Behavioral 
Implications, ed. by William J. Bruns, Jr. , and Don T. DeCoster 
(New York: McGraw-Hill Book Company, 1969), p. 10. 

3 My ron L. Gordon, "Cost Allocations and the Design of 
Accounting Systems for Control," in Contemporary Issue s in Cost 
Accounting, ed. by Hector R. Anton and Peter A. Firmin (Boston: 
Houghton Mifflin Company, 1966), p. 183. 
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analysis in performance evaluation. The accounting system function 
is to put transactions into categories "which allow the speedy selection 
of the relevant data for each problem. 

With regard to operations research and audit functions, 

Robert W. Trueblood believes that "accountants must be prepared to 
consult on the design of these new information systems and to counsel 
on the changes in operations methods as they will effect the audit 
function. " In a more general sense, then, if accounting is to serve 
management for measurement and evaluation purposes, it appears that 
these functions must be integrated with developing operational methods. 



Summary 

The objectives of performance measurement and evaluation are 
as broad as those of management in general. Performance measurement 
and evaluation systems are seen as facilitative to management, and 
therefore the primary objective is that they should be tailored to ensure 
appropriateness to the individuals involved and to the prevailing 
environment and situation. The following summary, although relatively 
general in nature, covers the main concepts and views investigated in 
this chapter. 

Measurement is a complex process involving a multitude of 



1 Ibid 1 , p. 184. 

^Robert M. Trueblood, "Operations Research--A Challenge to 
Accounting, " in Contemporary Issues in Cost Accounting, ed. by 
Hector R. Anton and Peter A. Firmin (Boston: Houghton Mifflin Company, 

1966), p. 473. 
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of difficulties and dangers. It involves quantification and development 
of surrogates with which to characterize qualitative phenomena in such 
a way as to facilitate conceptualization and comparison. 

Performance measurement and evaluation are concerned with 
efficiency, effectiveness, and economy; with success in accomplishment 
of goals. Within the broad areas of planning, budgeting and controlling, 
performance measurement and evaluation are generally considered to be 
identified as being among the functions of cost and management accounting. 
The objectives of performance measurement and evaluation include: 

1. Provision of a basis for forecasting and planning; for 
setting operative organizational and individual goals to serve as 
standards or criteria for evaluation of activities and personnel. 

2. Integration of the goals of the organization and the 
individual members of the organization. This is frequently purported 
to be a function of the degree of participation in setting goals. 

Performance measurement and evaluation assumes that measured 
phenomena are controllable. Goal to goal congruity is seen to be 
improved by recognizing and utilizing the research applicable to 
motivational aspects of performance measurement and evaluation and 
the behavioral implications of accounting. 

3. Communication of timely, relevant, valid, and pertinent 
information for special decisions and problem solving, including results 
from the use of the techniques of operations research and behavioral 



science. 
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The objective of a performance measurement accounting 
system is to simplify complexity, to act as an aid to judgment. The 
system itself should be subject to continuing appraisal to determine 
whether or not it contributes to management and whether or not 
managers are making use of the system. 



CHAPTER III 



THE RESPONSIBILITY CENTER CONCEPT 
Introduction 

Performance evaluation in financial terms is frequently 

associated with the economic theory which ’’asserts that the objective of 

the firm is to maximize net revenue in the face of given prices and a 

technological determined production function. ,r ^ This assertion as to 

? 

the primacy of the profit goal has been the subject of much debate. 

The use of financial terms in performance measurement and evaluation 
is not limited to organizations participating in an economical environment 
in which resources are allocated through a price system under conditions 
of perfect competition. Schemes in which monetary terms are used as 
a common denominator to facilitate relating inputs and outputs, allocating 
resources, and establishing goals have been applied to organizations for 
which financial profit is neither a primary nor a secondary goal. Aaron 
Wildansky characterizes a budget ”as a series of goals with price tags 

^Richard M. Cyert and James G. March, A Behavioral Theory o f 
the Firm (Englewood Cliffs, New Jersey: Prentice-Hall, Inc. , 1963, p. 5. 

^For a concise summary of several viewpoints concerning goals 
of the firm along with challenges and defenses of the profit goal, see 
Ibid. , pp. 9-21. 
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attached. ... a mechanism for making choices among alternative 
expenditures. By application of this concept, it follows that 
financial measurements can be of value in performance evaluation 
situations where financial profit is not appropriate as an index of 
effectiveness and efficiency. 

In this chapter some of the methods used to apply financial 
performance measurement will be investigated. For this purpose the 
concept of the responsibility center as described by Anthony^, Horngren^, 
and others will be used as a basis for the review. 



Responsibility Centers 

In describing responsibility centers as subdivisions of a larger 
organization, Anthony^' points out that each has inputs and outputs. 
Measurement of the inputs and outputs in terms of quantity and quality is 
facilitated by using the common denominator of money; however, total 
recorded transactions may be an approximation of inputs / outputs because 
of excessive effort required to translate into monetary terms or because 
measurement is not feasible. In monetary terms inputs are classified 



lA aron Wildavsky, T he Politics of the Budgetary Process (Boston 
Little, Brown and Company, 1964), p. 2. 

^Robert N. Anthony, ,f Note on Responsibility Centers, n in 
Management Control Systems Cases and Readings, ed. by Robert N. 
Anthony, John Dearden, and Richard F. Vancil (Homewood, Illinois: 
Richard D. Irwin, Inc. , 1965), pp. 16 5 - 71 . 

^Charles T. Horngren, Accounting for Managem ent Control , 
pp. 324-41. 



^Anthony, n Note on Responsibility Centers. M 
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as costs or expenses; outputs, as income or revenues. Profit is the 
difference between output and input. 

Anthony^ classifies responsibility centers into the categories 
of expense centers, financial performance centers, and investment 
centers. M In an expense center, inputs are measured in monetary 
terms . . . but no attempt is made to measure output in monetary terms 
or to relate inputs to outputs in monetary terms. n A financial 
performance center (a broadening of the concept of a profit center in 
business) can be applied to profit-seeking organizations or to non-profit 
organizations. n In this type of responsibility center, both inputs and 
outputs are measured in monetary terms, and the relationship between 
them is calculated. M The broader concept of an investment center is 
characterized by measurement of M profit related to the assets employed. 11 ^ 
In an investment center or a financial performance center, 
profit is seen to be indicative of effectiveness and efficiency subject to 
limitations with respect to inappropriateness of money as an indicator of 
input/output, inaccuracy of standards, and short-run/long-run conflicts. 
Cost relationships and comparisons are used as the means of measuring 
performance in an expense center. 

1 Ibid 1 , p. 167. 

2 Ibid. 

3 Ibid. 

4 Ibid. 
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E xpense Centers 

Cost or expense is the basis for expense center performance 
evaluation in monetary terms. There are a variety of ways of looking 
at costs. Cost classifications appear to be among the most important 
considerations in expense center performance systems. Stafford Beer\ 
in an article urging adoption of operational research techniques in 
development of cost standards, considers the problem of cost groupings 
as a major issue. He speculates ’’that for one reason or another, 
notably perhaps for the ultimate reason that policy makers just cannot 
assimilate thousands of detailed results into either their own minds or 
their managerial decisions, cost groups must be a feature of accountancy, 1 ^ 
Generally, costs are broadly classified by objects (inputs of labor, 
material, services), products or programs (outputs of material or 
services), and activities (responsibility centers). This breakdown 
involves a three-dimensional way of looking at costs. Each of these 
categories can be further subdivided into several subdivisions. One 
subdivision within the activity category that is important to responsibility 
accounting is the distinction between controllable and uncontrollable 
costs. ’’Controllable costs are those which may be directly regulated 

■^Stafford Beer, ’’Operational Research and Accounting, ” in 
Studies in Cost Analysis, ed. by David Solomons (2d ed. ; Homewood, 
Illinois: Richard D. Irwin, Inc., 1968), p. 76. 

2 Ibid. 
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at a given level of managerial authority, In practice, it is often 
difficult to resolve the distinction between controllable and uncontrollable 
costs. Keller and Ferrara point out that ''there is a responsibility 'slot' 
for each and every cost element. 

This point is illustrated by Horngren with respect to the time 
dimension of controllable costs and the controllability of a long-term 
lease, in which he indicates that "over the long run, top management 
must determine the commitments which are reflected in such accounts 
as rent, depreciation, and property taxes. 

The distinction between controllable and non- controllable costs 
applies to a particular responsibility center and implies that the amount 
is "significantly influenced by the actions of the manager of that 
responsibility center. 

Another way of looking at costs for purposes of performance 

evaluation involves a normative concept as opposed to actual costs. 

Systems of accumulating costs can be "divided into two broad classes: 

5 

historical costs and predetermined costs. " The distinction is between 

iHo rngren, Accounting for Management Control , p. 328. 

^I. Wayne Keller and William L. Ferrara, Management 
Accounting for Profit Control (2d ed. ; New York: McGraw-Hill Book 

Company, 1966), p. 247. 

^Horngren, Accounting for Management Control , p. 328. 

^Anthony, Management Accounting, p. 469. 

5john J. W. Neuner, Cost Accounting Princ iples and Practice 
(4th ed. ; Homewood, Illinois: Richard D. Irwin, Inc., 1953), p. 461. 
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the use of actual costs and predetermined standard costs as a basis for 
application to product or cost center. Typically, complete standard 
cost systems employ flexible budgets and are designed to permit 
analysis of variances with respect to price, quantity, volume, 
efficiency and mix. ^ Under standard cost systems "variance accounts 
are inserted in the system at whatever point the shift from actual to 
standard is made. ’ 

For purposes of assigning costs to products a distinction 

between direct costs and indirect costs is made. ’’Direct costs are 

those that are specifically traceable to or caused by the manufacture of 

a product or the carrying out of a program. ’’Indirect, or overhead, 

costs are those costs not associated directly with the products worked 

on; including all manufacturing costs other than those classified as 

direct material and direct labor. In contrasting direct costs with 

controllable costs, Anthony points out that ’’all controllable costs are 

direct since by definition an allocated cost is not controllable, but not 

5 

all direct costs are controllable. ” Direct costs that may not be 

^Harold Bierman, Jr. , Topics in Cost Acc ounting and Decisions 
(New York: McGraw-Hill Book Company, 1963), pp. 9-13. 

^Anthony, Management Accounting , p. 375. 

3 Ibid. , p. 3 61. 

^ Ibid. , p. 364. 

5 Ibid. , p. 470. 



